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Pooling of Interests vs. Purchase:
Effects on EPS

Dr. Ruth H. Bullard, CPA
New Orleans, Louisiana

The author describes a study she made of
34 mergers which were treated as pool
ings of interests and the results she ob
tained when she restated these mergers
as purchases.

Introduction

interpretations dealing with Opinion 16
In recent years "pooling of interests" in the Journal of Accountancy; a recent ar
versus "purchase" in accounting for bus ticle identifies some still persisting prob
iness combinations has been one of the lem areas1; Accounting Series Release Nos.
most critical issues in the accounting pro 130 and 135 deal with directives regard
fession and the business community. ing pooling-purchase accounting; and,
Abuses in accounting for business com according to information from the re
binations and consequent criticism have search division of the Financial Account
led to the issuance of Opinions No. 16 and ing Standards Board, pooling-purchase
17 by the Accounting Principles Board accounting is again in the forefront of
(APB) of the American Institute of Cer their research activities.
Figure 1 graphically depicts the veloc
tified Public Accountants. These opin
ions have had the affect of curbing many ity and magnitude of the merger move
of the abuses exercised by corporations ment of the 1960's and the increasing
in their zeal to acquire new business concentration of assets by the 200 largest
through merger. In fact some may think corporations. Figure 2 compares the
that the "pooling" question has been set three merger movements of the past 75
tled. It is felt by some, however, to be years.
one of the most fundamental problems,
Criticisms of the pooling method have
involving profound matters of entity, in run rampant. Charges have been levied
come measurement, and disclosure that by various writers at specific companies
still needs to be solved by the profession. and specific mergers. Case studies of the
Evidence for this concern is easy to find: merger activity of one selected company
in the last 2½ years there have been 39 have been done2, but no study has been
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attempted which determines the effects
of pooling-purchase on earnings per
share (EPS) of a random sampling from
all large poolings occurring over a span of
time. The purpose of this study is to pro
vide information from such a study. The
results of the study should either add
credence to or refute the charges that
pooling accounting does enhance EPS.

Study Procedures
The first phase of the study involves
documenting the major business combi
nations occurring in the years 1967
through 1970. By use of a table of random
numbers, a sample is chosen from the
published list on large mergers.3 Each
merger selected meets the criteria of
being accounted for as a pooling of in
terests and the surviving company being
listed on the New York Stock Exchange.
This limitation is imposed since these
companies are representative of the
major public companies, and the earn-

ings of these companies are of the
greatest interest to the largest number of
shareholders. Also, since these firms are
among the largest, their inclusion rep
resents a significant proportion of the
total acquisition activity occurring in the
period under review. Furthermore, a
practical reason for using public com
panies is that certain information con
cerning their merger and acquisition ac
tivity is available in published annual
reports.
An analysis of each merger selected for
the study is conducted in which the bus
iness combination is restated as a pur
chase. Any excess of the market value of
the stock given over the book value of the
assets received is classified as goodwill.
Such goodwill is amortized, on a basis of
a forty-year life, against reported earn
ings per share.
A comparison is set up to compare the
earnings per share (EPS) reported by the
company on a pooling basis in the year of
acquisition against the previous year's
earnings as restated to meet APB re
quirements.
A second comparison is made of the
earnings resulting from a restatement of
the business combination as a purchase.
A third item considered is the percent
change in the earnings of the year of ac
quisition as a result of restatement as a
purchase.4

Analysis of the Sample Mergers
Fifty mergers meeting the previously de
termined criteria are selected from Statis
tical Report No. 7. Investigation of the
financial statements of each selected
merger reveals that sixteen of the fifty
poolings selected are actually not true
poolings of interest but rather are some
hybrid of partial control, part purchase
part pooling, or some circumstance5 that
eliminates them from the sample. The fi
nancial statements of the remaining 34
mergers are restated from the pooling of
interests methods of accounting to the
purchase method of accounting.
Some assumptions necessary for re
statement are:
1. The two companies are combined
on the basis of their last published finan
cial reports before the merger.
2. Goodwill is derived by taking the
difference between the market price of
the stock issued in the transaction on the
date of the completion of the merger and
the net book value of the assets received
by the acquiring firm. In one instance
preferred stock is issued but not sold
publicly. The preferred stock is con
verted to common and the price of the
common is used for the computation.
3.
The closing market price on the date

Figure 1

TRENDS IN LARGE FIRMS ACQUIRED
COMPARED WITH TOTAL LARGE CORPORATIONS
IN MANUFACTURING AND MINING, 1960-1969
Index No. 1960 = 100
-

1960

Total acquired assets
Number of large mergers
Total number of large corporations
Total assets of large corporations

1961

1962

1963

1964

1965

1966

1967

1968

1969

SOURCE: Bureau of Economics, Federal Trade Commission, Current Trends in Merger
Activity, 1970, Statistical Report No. 8, p. 6.

Figure 2

THREE MERGER MOVEMENTS COMPARED
MANUFACTURING AND MINING ACQUISITIONS

SOURCE: Bureau of Economics, Federal Trade Commission, Economic Concentration, 1969,

Staff Report of the Federal Trade Commission, Economic Report on Corporate Mergers,
p. 32.
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Table 1

MERGER ANALYSIS

Col. 1

Companies
Atlantic Richfield Company
Nuclear Materials Corporation
Warner-Lambert Pharm. Co.
American Optical Company
Pitney-Bowes, Inc.
Monarch Marking Company
Tenneco, Inc.
Kern County Land Company
Textron Incorporated
Gorham Corporation
Armstrong Cork Company
E & B Carpet Mills Company
Plough Incorporated
Maybelline Company
Kerr McGee Oil Company
American Potash Company
E. R. Squibb & Sons
Beech-Nut Lifesavers Company
Occidental Petro. Corp.
Island Creek Coal Company
American Can Company
Butterick Company
U.S. Industries, Inc.
Big Dutchman, Inc.
White Consolidated Industries
Bullard Company
International Tel. & Tel.
Rayonier
Teledyne Incorporated
Landis Machine Company
Teledyne Incorporated
Packard Bell Inc.
J. P. Stevens Company, Inc.
United Elastic Corporation
Milton Bradley Company
Playskool Company
Occidental Petro. Corp.
Hooker Chemical Company
Sundstrand Corporation
Falk Corporation
Xerox Corporation
Scientific Data Systems
Sunshine Mining Company
Anchor Post Prod. Company
Beatrice Foods Company
E. R. Moore Company
ESB, Incorporated
Universal Electric Company
International Tel. & Tel.
Grinnell Corporation
Ashland Oil Incorporated
Midhurst Oil Company
Armco Steel Corporation
Hitco Incorporated
Illinois Central Ind.
Pepsi-Cola Gen. Bot.
RCA Corporation
F. M. Stamper Company
International Tel. & Tel.
Gwaltney, Inc.
Warner-Lambert Pharm. Company
Parke-Davis Company
Screw & Bolt Corp. of America
Ampco Metal Inc.
Johnson Services Company
Penn Controls Incorporated
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Col. 7

Col. 8

Goodwill
as % of
Book
Value
Col. 3: 4

Total
Assets of
Acquiring
Company
Including
Goodwill
(millions)

Goodwill
as % of
Total
Assets
Col. 3: 6

Acquired
Book
Value as
% of
Total
Assets
Col. 4: 6

$ 6.0

27.8%

$1,673.0

0.1%

0.3%

195.6

65.5

298.6%

616.1

31.7%

10.6%

21.5%

64.6

18.7

344.5%

237.3

27.2%

8.0%

5.8%

228.6

184.1

124.1%

3,692.8

6.2%

4.9%

2.9%

14.8

21.4

68.9%

546.5

2.7%

3.9%

2.0%

9.0

2.0

457.1%

320.3

2.8%

0.6%

27.8%

90.0

7.3

1,230.6%

154.1

58.4%

4.7%

12.7%

32.7

75.4

43.3%

533.7

6.1%

14.1%

26.6%

96.5

134.3

71.9%

519.1

18.5%

25.8%

9.7%

70.6

80.9

87.2%

628.5

11.2%

12.8%

2.6%

23.1

4.3

532.3%

1,120.1

2.0%

0.4%

Col. 2

Col. 3

Col. 4

Col. 5

Col. 6

Calculated
Goodwill
(millions)

Book
Value
of
Acquired
Company
(millions)

1.7

17.2%

Total
Shares
Issued
as % of
Total
Equiv.
Shares

0.4%

$

2.6%

(3.5)

12.4

28.4%

188.6

1.8%

6.8%

5.9%

(3.9)

21.8

17.8%

155.8

2.5%

14.0%

7.2%

142.2

159.8

89.0%

3,399.7

4.1%

3.4%

3.2%

60.8

14.2

427.7%

415.7

14.6%

3.4%

10.0

46.3%

367.3

1.2%

2.7%

1.1%

(4.6)

11.4%

15.9

29.3

54.2%

627.2

2.5%

4.6%

18.8%

15.5

8.1

190.5%

59.2

26.1%

13.8%

37.6%

548.2

219.9

249.3%

1,693.8

32.4%

13.0%

14.3%

22.0

35.5

62.1%

289.7

7.6%

12.3%

12.9%

833.2

78.3

1,064.3%

1,852.2

44.9%

4.2%

10.0%

3.2

8.3

38.9%

43.8

7.3%

18.9%

1.3%

6.0

7.0

86.0%

456.8

1.3%

1.5%

5.9%

0.2

7.6

2.7%

148.8

0.1%

5.1%

5.1%

94.2

156.8

59.8%

4,301.0

2.2%

3.8%

4.7%

14.4

20.4

70.5%

787.8

1.8%

2.6%

10.4%

82.3

32.8

251.1%

1,776.2

4.7%

1.8%

9.1%

26.0

19.0

136.7%

1,158.2

2.2%

1.6%

5.3%

107.6

33.0

326.7%

2,786.5

3.8%

1.2%

0.7%

23.6

10.9

216.9%

5,229.8

0.5%

0.2%

22.5%

217.5

214.9

101.1%

1,188.2

18.3%

0.9%

48.0%

3.4

11.6

29.1%

57.4

5.9%

20.1%

22.4%

15.4

11.1

137.5%

86.5

17.8%

12.8%

of completion of the merger is used (for
lack of a better date) so that all the
analyses are made in the same manner.
The price of the stock on this particular
date may not be a good measure of the
price of the stock on the date that the two
managements actually came to an agree
ment on the amount of stock to transfer
in the transaction. There is no way of
knowing on what date such an agree
ment is actually made.
4. Paid-in capital is derived by includ
ing the paid-in capital of the acquiring
firm with the difference between the par
value of the stock issued in the transac
tion and the equity displaced (the capital
stock and the paid-in capital) of the ac
quired firm.
5. The goodwill generated in the re
statement as a purchase transaction is
amortized against earnings on the basis
of a 40-year period in accordance with
Opinion 17.
6. The EPS reported on the pooling
basis is the EPS as reported by the
merged company in the year of the com
bination; it is compared with the EPS as
restated by the merged company to give
effect to the pooling in the previous year.
7. The EPS reported on the purchase
basis is the EPS reported by the merged
company in the year of the merger ad
justed by amortization of any goodwill
generated in the transaction. This ad
justed EPS is compared with the previ
ous year's EPS as reported by the acquir
ing company.
Table 1 is a compilation of the dollar
value of the goodwill generated in the re
statement and a percentage comparison
of such goodwill with the book value of
the acquired company and with the total
assets of the acquiring company. Table 1
also shows the percentage comparison of
the total shares issued in the transaction
to the total equivalent shares of the ac
quiring company.

Analysis of Changes in EPS Due to
Restatement
Amortization of the positive goodwill
generated in the restatement results in
negative impact on EPS of the acquiring
company, while amortization of the
negative goodwill so generated results in
a positive effect on their EPS.

Vertical Change
The amortization of positive goodwill
creates varying degrees of negative im
pact on the EPSt6 of the acquiring com
panies. Such changes range from 0%
change to —21.7% change (Table 2).
The greatest negative change is in EPS
of Plough, Inc. Plough issued 27.7% of
its capital stock for assets totaling 4.7% of

Table 2

VERTICAL CHANGES IN EARNINGS PER SHARE
IN YEAR OF MERGER

Company

EPS Pooling
As Reported By
Acquiring Co.

Plough Inc.
Xerox Corporation
Kerr McGee Oil Co.
Pitney-Bowes Inc.
Milton Bradley Inc.
Warner-Lambert Pharm. Co.
Occidental Pet. Corp.
Screw & Bolt Corp. of Am.
Amerada Petroleum Co.
E. R. Squibb & Sons
Johnson Services Co.
Teledyne Inc.
Sunshine Mining Co.
R.C.A. Corp.
I.T.T. Inc.
Sundstrand Corp.
Beatrice Foods Co.
Armco Steel Corp.
Warner-Lambert Pharm. Co.
Occidental Pet. Corp.
I.T.T. Inc.
Illinois Central Ind.
J. P. Stevens Co., Inc.
Tenneco, Inc.
Armstrong Cork Co.
American Can Co.
Ashland Oil Inc.
Textron Inc.
Atlantic Richfield Co.
Teledyne Inc.
E.S.B. Inc.
I.T.T. Inc.
White Consolidated Ind.
U.S. Industries, Inc.

$3.64
2.08
4.54
2.50
1.06
1.71
2.04
.71
2.38
2.16
3.30
3.22
.51
1.26
2.80
2.89
1.99
3.09
2.57
1.04
2.66
2.72
5.02
1.81
2.50
3.30
2.15
2.07
6.46
3.22
2.03
3.09
2.97
2.17

EPS Purchase
As Restated With
Amortiz. Goodwill
$2.85
1.81
4.06
2.24
.95
1.55
1.85
.66
2.23
2.03
3.11
3.08
.49
1.22
2.71
2.80
1.93
2.94
2.51
1.02
2.61
2.68
4.96
1.79
2.48
3.28
2.14
2.06
6.45
3.22
2.03
3.09
3.00
2.23

Percent
Change

-21.7
-13.0
-10.6
-10.4
-10.4
- 9.4
- 9.3
- 7.0
- 6.3
- 6.0
- 5.8
- 4.3
- 3.9
- 3.2
- 3.2
- 3.1
- 3.0
- 2.3
- 2.3
- 1.9
- 1.9
- 1.5
- 1.4
- 1.1
- .8
- .6
- .5
- .5
- .2
0.0
0.0
0.0
+ 1.0
+ 2.8

SOURCE: EPS Pooling as reported by various companies. EPS Purchase as restated in

analysis.

its total assets following the merger (in
cluding goodwill). Positive goodwill of
over $90 million (Table 1) is created,
amounting to over 1,200% of the book
value of Maybelline. When this goodwill
is amortized against earnings the result
ing effect is to decrease EPSt by 21.7%
from $3.64 per share to $2.85 per share.
Xerox issued 12.9% of its capital stock
for assets totaling 4.2% of its total assets
following the merger (including good
will). The $833,220,553 goodwill gener
ated in this transaction is the largest dol
lar amount of any company studied and
amounted to more than 1000% of the
book value of the acquired company.
However, because of the greater size of

the acquiring company a smaller impact
is noted on the financial statements of
Xerox: a —13.0% change in EPSt or a re
duction from $2.08 per share to $1.81 per
share.

Five other companies have negative
changes of approximately 10% in their
EPSt from restatement of financial data,
making a total of 21% of the companies
studied with decreases in EPSt of 10% or
more.

Only 5.9% of the mergers under study
show positive changes in EPSt, and the
largest positive effect on EPSt is an in
crease of 2.8% in the earnings per share
of U.S. Industries.
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Table 3
HORIZONTAL CHANGE IN EARNINGS PER SHARE
(Year prior to merger compared to year of merger)

Companies

Textron Inc.
Plough Inc.
J. P. Stevens, Inc.
Xerox Corp.
Occidental #2
Illinois Central
Screw & Bolt Corp.
I.T.T. #3
Pitney-Bowes
Milton Bradley
Johnson Services
Warner-Lambert #1
Amerada Pet. Co.
Teledyne #1
Kerr-McGee
Armco
Occidental #1
I.T.T. #2
Ashland Oil
Beatrice Foods
I.T.T. #1
R.CA. Corp.
Tenneco
Armstrong
Atlantic Richfield
Teledyne #2
American Can
Warner-Lambert #2
Sunshine Mining
White Cons. Inc.
E.S.B. Inc.
Sundstrand
U.S. Ind.
E.R. Squibb

Pooling
EPSt-1 EPSt

$1.94
3.03
3.91
1.68
1.04
2.59
1.08
2.58
2.17
1.32
3.13
1.83
2.42
2.44
4.38
2.96
.71
2.68
2.06
1.91
2.26
2.24
1.76
2.97
5.67
2.44
4.18
2.49
.68
4.52
1.42
2.73
1.97
2.16

$2.07
3.64
5.03
2.08
2.04
2.72
.71
3.09
2.50
1.06
3.30
1.72
2.38
3.22
4.54
3.01
1.04
2.80
2.15
1.99
2.66
1.26
1.81
2.50
6.46
3.22
3.30
2.57
.51
2.97
2.03
2.89
2.17
2.16

Purchase
Percent
Change EPSt-1 EPSt
+ 6.7
+ 20.1
+ 28.7
+23.8
+96.1
+ 5.0
-34.2
+ 19.8
+ 15.2
-19.7
+ 5.4
- 6.5
- 1.7
+31.9
+ 3.7
+ 1.7
+46.5
+ 4.5
+ 4.4
+ 4.2
+ 17.7
-44.5
+ 2.8
-15.8
+ 13.9
+31.9
-21.1
+ 3.2
-25.0
-34.3
+42.9
+ 5.9
+ 10.2
0.0

$3.53 $2.06
3.32
2.85
4.14
4.95
1.81
1.75
1.02
1.85
2.88
2.68
1.22
.66
3.09
2.80
2.24
2.10
1.32
.95
3.11
3.15
1.55
1.78
2.42
2.23
2.44
3.08
4.04
4.06
2.94
2.98
.71
1.02
2.71
2.66
2.14
2.10
1.89
1.93
2.25
2.61
1.22
2.25
1.79
1.76
2.93
2.48
4.67
6.45
2.44
3.22
4.18
3.28
2.51
2.39
.49
.71
4.29
3.00
2.03
1.35
2.80
2.38
1.54
2.23
1.39
2.03

Percent Net
Change Change

-41.6
-14.2
+ 4.3
+ 3.4
+81.3
- 6.9
-45.5
+ 10.0
+ 6.8
-38.0
- 1.3
-12.9
- 7.9
+26.2
+ 0.5
- 1.3
+43.7
+ 1.9
+ 1.9
+ 2.1
+ 16.0
-46.0
+ 1.7
-15.3
+ 13.8
+31.9
-21.5
+ 5.0
-21.0
-30.1
+50.4
+ 17.7
+44.7
+46.0

-48.3
-34.3
-24.4
-20.4
-14.8
-11.9
-11.3
- 9.8
- 8.5
- 8.3
- 6.7
- 6.4
- 6.2
- 5.7
- 3.2
- 3.0
- 2.8
- 2.6
- 2.5
- 2.1
- 1.7
- 1.5
- 1.1
- .5
- .1
0.0
+ .4
+ 1.8
+ 4.0
+ 4.2
+ 7.5
+ 11.8
+34.5
+46.0

SOURCES: Pooling EPSt are those EPS as reported by the company in the present time
period, EPSt-1 are those EPS as restated by the company for the year prior to the merger to
reflect the pooling. Purchase EPSt are those EPS as derived by restatement of the business
combination as a purchase; EPSt-1 are the EPS as originally reported by the company in the
year prior to the merger.

It becomes evident why companies use
the pooling of interest method of ac
counting for business combinations
when negative changes in EPS such as
those demonstrated above result from
the use of purchase accounting. By use of
pooling, these effects on EPS are avoided.
Other facts such as the larger percentage
of capital stock issued for small amounts
10 / The Woman CPA

of increase in assets are also hidden in the
financial statement.

Horizontal Changes
Many investors apparently are more in
terested in the percent change in EPS
from year to year than they are in the
absolute dollar amount of EPS in any one
year. As pointed out by McEnally, the

results of a test using present earnings
divided by prior period earnings (Et/Et-1)
yield correlation coefficients significant
at the .1 percent level.7 Therefore, as
earnings of the present are more signifi
cant when compared with earnings of the
prior period, the reporting of increased
earnings will positively affect prices and
volumes of that company's stock (be
cause of the preferential treatment by the
investor).
When comparing EPSt-1 with EPSt, re
statement as a purchase results in nega
tive changes in 73.5% of the cases and in
positive changes in 23.5% of the cases
(Table 3).
The greatest impact on this year-toyear comparison occurs in Textron.
Under pooling EPSt-1 of $1.94 (as restated
by Textron to reflect their poolings) com
pared to EPSt of $2.07 (as reported by
Textron in the year of the merger) shows
a 6.7% increase. Under purchase ac
counting EPSt-1 of $3.53 (as originally re
ported by Textron) when compared to
EPSt of $2.06 (adjusted for the amortiza
tion of goodwill) shows a 41.6% de
crease. This is a net change of —48.3 per
centage points and changes a plus into a
minus. Reference to Table 2 indicates,
however, that there is little change in the
EPSt from restatement, only a .5% de
crease from $2.07 to $2.06. The unusually
large change in comparison results from
the restatement by Textron of their prior
years' earnings to reflect their poolings.
These figures evidently reflect other
poolings than Gorham as it is not con
ceivable that this great change occurs
from just this one relatively small pooling
in which Textron gives 2.9% of its capital
stock and receives assets amounting to
3.9% (Table 1) of total assets after merger
(including goodwill).
Plough has a decrease of 34.3 percent
age points from +20.1% in yeart-1 to
— 14.2% in yeart as a result of restatement
(Table 3). These changes are specifically
the result of their pooling with Maybelline as this is the only merger reported by
Plough in this year. The EPSt for Plough is
also significantly affected with a —21.7%
change (Table 2).
While the EPSt of J. P. Stevens shows
little effect from restatement ( — 1.4%,
Table 2), the change in the comparative
percentage from yeart-1 to yeart (Table 3) is
a significant —24.4 percentage points.
It is difficult to determine the exact ef
fects on many of the companies' earnings
because 23.5% (8) of them failed to restate
their prior year's earnings to reflect the
polings and because the companies (ex
cept Plough) had other poolings which
occurred in the year in question.

The large negative changes occurring in
the majority of the restatements add cre
dence to the charge that companies
choose the pooling of interest method of
accounting for mergers in order to
minimize the negative impact on EPS8.
Eighteen percent of the companies
under study, however, appear to refute
such charges, particularly the pooling of
E. R. Squibb and Beech-Nut Lifesavers in
which use of the purchase method of ac
counting increases the year-to-year
comparison from 0.0% change to+46.0%
change. (Table 2 shows the negative im
pact on EPSt is only —6.0%.)
Another merger in this category is that
of U.S. Industries and Big Dutchman.
Negative goodwill of $3,544,600 is gener
ated in the restatement, the amortization
of which increases EPSt by+2.8% (Table
2). The comparison of EPSt-1 to EPSt also
improves under purchase accounting
from +10.2% to +44.7% (Table 3) or an
increase of 34.5 percentage points.
While it is difficult to extrapolate the re
sults of this one merger on U.S. Indus
tries' earnings, it appears that purchase
accounting definitely improves its earn
ings picture for the year of this transac
tion.
In the Sundstrand-Falk merger pur
chase accounting decreases absolute EPSt
by 3.1% (Table 2) but the comparison of
yeart-1 to yeart (Table 3) changes the
growth in earnings from +5.9% under
pooling to +17.7% under purchase ac
counting.
Amortization of the positive goodwill
generated in the restatement of the
ESB-Universal merger had a zero effect
on EPSt (Table 2) but the comparison
from yeart-1 to yeart is improved by 7.5
percentage points (Table 3).
The results of the horizontal changes
are not as clear-cut as those of the verti
cal changes. The number of variables en
tering into the computation and affect
ing the results practically negate a firm
conclusion on these changes. When the
vertical and horizontal effects are consi
dered together, however, the conclu
sion is clear that the pooling of interest
method of accounting does improve the
earnings picture of the merged com
panies, whereas the use of purchase ac
counting has an adverse effect on EPS in
the majority of cases.

Other Factors from Analysis
Many companies include a merger occur
ring in the first 4 months of the year in
their previous year's financial statements.
Of the 34 mergers under study ten took
place in the first 4 months of the year:
Squibb & Sons-Beech-Nut, Occidental
Petroleum-Island Creek Coal, American

Can-Butterick, Illinois Central In
dustries-Pepsi-Cola, White Consol
idated-BulIard, Atlantic RichfieldNuclear Materials, U.S. Industries-Big
Dutchman, RCA-Stamper, WarnerLambert-American Optical, and ITTRayonier. Of these 10 companies the first
six, or 60% include the merger with their
prior year's financial statements. This, of
course, is one of the abuses of merger
accounting which is eliminated by the is
suance of Opinion 16.
Of the 34 mergers analyzed, 8 com
panies either do not restate their prior
year's earnings to include the effects of
the merger or there is no effect on their
earnings as a result of restating to reflect
the pooling: Atlantic Richfield-Nuclear
Materials, Tenneco-Kern County Land,
Occidental Petroleum-Island Creek Coal,
American Can-Butterick, TeledyneLandis, Teledyne-Packard Bell, Milton
Bradley-Playskool, and Amerada Petro
leum-Hess Oil & Chemical.
In other words, almost a quarter of the
companies under study fail to restate
prior year's earnings to include the ef
fects of the pooling of interest. It is
highly unlikely that all of the above listed
mergers result in no change in earnings,
especially in view of the fact that all the
companies under study had other mer
gers besides the one studied with the ex
ception of Milton Bradley-Playskool.
This is another of the abuses Opinion 16
eliminates.
It is further noted that at least three
companies fail to present earnings on a
fully diluted basis, at least not as stipu
lated in Opinion 15.
The most glaring discrepancy in the fi
nancial statements of the companies
under study is the lack of adequate dis
closure. It is very disconcerting to at
tempt analysis of a financial statement
and find inconsistencies and variations
in descriptive information. Disclosures
are usually only brief comments. Rarely,
if ever, are such disclosures sufficient for
thorough analysis or conversion of the
statement to some other accounting al
ternative. In short, there is insufficient
disclosure to adequately analyze the ef
fects of business combinations. In many
instances there is no disclosure of:
1. The companies merged.
2. The amounts or form of compensa
tion given for the acquiree.
3. The contribution of the newly ac
quired company to consolidated net in
come.
4. The method of valuation used to de
termine "what they pay for what they
get".

5. The method of valuation of the as
sets received in the transaction.
It is necessary to rely on information
other than accounting data to make the
analyses, and, as stated earlier, when
this data is unavailable there is really no
way of making a meaningful analysis.
Other interesting points from the
analyses (Table 1) include the seventeen
companies in which the goodwill gener
ated by restatement of the merger as a
purchase transaction is very large in
comparison to the book value of the ac
quired company.
Restatements result in the creation of
goodwill in excess of 100% of the book
value of the acquired company in 50% of
the mergers under study. Critics may
point out that a great part of the increase
included in goodwill in this study is really
the fair market value of the assets ac
quired especially where patents and
technology are involved. The fact remains
that whether these increases are lumped
into goodwill or apportioned to the assets
acquired, the effects (other than effects of
timing) on EPS are substantially the same.
As stated earlier, the capitalization of
such large amounts of artificially gener
ated goodwill has a negative effect on ac
counting attributes other than EPS, such
as rate of return. Since this analysis is
made primarily from the standpoint of the
effects on EPS, effects on other accounting
attributes are not analyzed.

Summary and Conclusion
Restatement from pooling to purchase
accounting results in generation of nega
tive goodwill in three instances (11.8%)
while 31 instances (88.2%) of positive
goodwill were found. Amortization of
the goodwill generated in the restate
ment results in changes in EPSt varying,
in degree of impact from +2.8% to
—21.7% and negative impact on the
year-to-year comparison EPSt-1 to EPSt in
26 instances (73.5%).
On the basis of this study it is con
cluded that, in the majority of cases, the
pooling of interest method of accounting
results in greater reported earnings per
share than the purchase method, and
that, in the majority of cases, the purchase
method of accounting generates large
amounts of goodwill, resulting in higher
recorded asset values than under pooling
and, when amortized, causing a lower
EPS than under pooling.
It can therefore be concluded that pool
ing accounting does generally enhance
the earnings of the merger companies,
whereas purchase accounting has the
opposite effect.

(Continued on page 16)
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exactly what the business needs. For in nity to let go a new employee who does
stance, a salesperson who has raked up not work out without formal release pro
tremendous volumes (and makes very cedures and too much explanation.
good money) in selling large quantities of Psychologically, it is a hard thing to tell a
low-price items may be completely worth person that he or she does not measure
less in the sale of high-price items, such as up, and a release at the end or during a
cars, real estate or home improvements. period of probation is much easier to
The same careful evaluation of experience handle.
Whenever all else fails, "lack of com
is indicated for skilled trade jobs. Is a
plumber a plumber or is the business in munication" makes a good reason for any
need of a specially trained plumber? Or in failure. But it can be truthfully said that a
the administrative area, is a bookkeeper a less than candid employment interview is
bookkeeper or will the company's at the root of most instances where em
equipment be more than what he or she ployees are unhappy or employers are
dissatisfied with their employees.
can cope with?

The Work Climate
The importance of personality-matching
decreases in proportion to the number of
people involved. Two people who have to
work together and cannot stand each
other are a disaster, while a team of ten
might be able to afford a personality "mis
fit". With a small group of employees
there is usually only one leader who sets
the atmosphere, accepts or rejects new
comers and generally "runs the show". A
very strong newcomer, personality-wise,
may challenge the existing pecking order,
can create turmoil and adversely affect
productivity. But, then again, it may be
desirable to establish a new order. How
ever, if everything is running smoothly,
the interviewer will have to try to match
personalities as well as ability.

Meeting of the Minds
All this careful preparation for interview
ing new applicants will have been wasted
if the interviews are not conducted with
complete candor. This, of course, is a
two-way street, and it pays to be wary of
the evasive applicant and probably of the
over-confident one, too. From the appli
cants' point of view (of course depending
on the type of opening) they are entitled
to know at the outset whether there will
be "room at the top", what the job entails,
where it may lead, what the company ex
pects and what they can expect of the
company. A true meeting of the minds is
very important and can prevent the loss of
a desirable employee later on. This can be
particularly important with the applicant
who is considered overqualified for the
present job. The interviewer should point
this out and candidly discuss whether the
applicant can expect advancement and, if
so, when and how.
The practice of hiring on probation has
a lot to recommend it. If the applicants are
confident of their ability and have confi
dence in the fairness and integrity of the
company, they should not object. This
practice gives the company the opportu
16 / The Woman CPA

The Government's Role in
Employment Decisions

vacation stand-by. Of course, these agen
cies bear all payroll tax costs and usually
do not ask any questions if the user of
their services indicates either positive or
negative preferences regarding any of
their employees.

Conclusion
No question about it . . . personnel man
agement is one of the most important as
pects of small business. In many instances
payroll is a large part of total operating
costs, and it takes a great deal of good
judgment to handle this vital phase. And
it all starts with the time and effort that go
into personnel acquisitions.

Management knows, and interviewers
need to remind themselves, that the Pooling of Interests vs. Purchase
hourly, weekly or monthly compensation Effects on EPS
the company agrees to pay is not the true (Continued from page 11)
cost of payroll. Generally speaking, it is
much higher. There are 5.85% F.I.C.A.
While it is not the purpose of this
contributions, up to 5% state and federal study to delve into the uses of accounting
unemployment contributions and either data by readers of financial statements, it
state insurance funded Workmen's Com can be said that a reader relying solely on
pensation or mandatory commercial in reported data may in fact be relying on
surance which can run as high as 10%. In illusory earnings created by application
addition, many companies have fringe of selected accounting rules.
benefit programs, such as paying the
hospitalization insurance for their em
ployees, and a large number of small bus
iness firms have profit-sharing or pen Footnotes
1Samuel P. Gunther, "Lingering Pooling
sion plans. With the Pension Reform Bill Problems," The CPA Journal (June 1973) pp.
now in Congress, participation and vest 459-464.
ing requirements will be tightened quite
2e.g., Henry R. Jaenicke, "Managements'
a bit, and where employers used to have Choice to Purchase of Pool," The Accounting
three to five years waiting periods, they Review, XXXVII (October 1962) pp. 758-65;
and Samuel R. Sapienza, "Business
will now have to decide in one year Combinations—a Case Study," The Account
whether an employee should become a ing Review, XXXVIII (January 1963) pp. 91-101.
permanent.
3U.S. Bureau of Economics, Federal Trade
But today the true cost of payroll may Commission, Large Mergers in Manufacturing
also be less than the agreed-upon rate of and Mining 1948 - 1970. Statistical Report No. 7
(March 1971), Publication number R 6-15-9.
pay. The Work Incentive Program enacted
4 All information derived from published
by Congress allows a tax credit of up to Annual Reports, Compustat Tapes, Moody's In
20% of the wages paid an employee cer dustrial Manual, and Listing Application to New
tified by the Secretary of Labor as having York Stock Exchange.
been placed in employment under a WIN
5In one instance the data necessary for
program, provided he or she does not analysis is unavailable. The companies in
displace another individual from em volved refuse to provide annual reports and
the library sources fail to provide the neces
ployment. This credit applies to wages sary data.
paid for the first twelve months of em
6EPSt are earnings per share as reported by
ployment which do not need to be con the acquiring company in the year (time
secutive so long as they are paid within period) of the merger.
7Richard W. McEnally, The "Information Ef
twenty-four months from the date of first
employment. This makes it possible to fect” and Price-Earnings Ratios, (unpublished
Working Paper 69-8, The University of Texas
have seasonal employees under the WIN at Austin, 1968) p. 13.
program.
8Ronald M. Copeland and Joseph F. Woj-t
The total cost of payroll should also be dak, "Income Manipulation and the
considered in making the decision Purchase-Pooling Choice," say that "the re
whether to hire part-time and/or seasonal sults strongly support the hypothesis that
employees or to use one of the many ser firms record mergers by the method that max
imized reported income." In Journal of Ac
vices who provide employees for any counting Research, Vol. 7 (Autumn 1969), p.
length of time from a few hours to a steady 195.

